IT 98-0020-GIL 02/20/1998 COMBINED UNITARY RETURN

General Information Letter: Adjustnents to tax basis in stock of unitary
subsi di ary.

February 20, 1998

Dear:

This is in response to your letter dated January 13, 1998, in which you request
a letter ruling. Departnment of Revenue ("Department") regulations require that
the Departnent issue only two types of letter rulings, Private Letter Rulings
("PLRs") and Ceneral Information Letters ("dLs"). PLRs are issued by the
Departnent in response to specific taxpayer inquiries concerning the application
of a tax statute or rule to a particular fact situation. A PLR is binding on
the Departnment, but only as to the taxpayer who is the subject of the request
for ruling and only to the extent the facts recited in the PLR are correct and

compl et e. GLs do not constitute statements of agency policy that apply,
interpret or prescribe the tax laws and are not binding on the Departnent. For
your general information we have enclosed a copy of 2 IIl. Adm Code Part 1200

regarding rulings and other information issued by the Departnent.

Al t hough you have not specifically requested either type of ruling, the nature
of your question and the information provided require that we respond only with
a GL.

In your letter you have stated the foll ow ng:

XXXXXXXXX, XXX. and Subsidiaries files a consolidated U S. Corporation

Income Tax Return and an Illinois Conbined Unitary Return. Not all
subsidiaries are required to file an Illinois return. In fact, nost do not
have nexus in Illinois.

I have recently learned that California, a conbination state, does not
follow the consolidated return regulations with respect to tax basis
adj ustnents made to subsidiaries pursuant to Treasury Regulation 1.1502-32.
This creates a different basis in the subsidiary for California reporting
purposes and a California gain or loss nodification upon the sale or
di sposition of the sub.

An exanple illustrating the consolidated return principle may help. If a
subsidiary is purchased by the parent conpany for $100, its basis in the
entity is $100. |If the sub generates $400 of taxable earnings and profits

over the next 5 years, the consolidated return rule indicates that the
parent's basis in the sub is increased by the $400 to $500. |If the sub is
then sold for $800, a $300 gain is generated for federal purposes. In
di sregarding the consolidated return rule, California would maintain that
the basis was $100 resulting in a gain of $700 at tinme of sale (and a $400

gain nodification). The concept is somewhat incongruous because being a
conmbi nation state, California has already subjected the $400 of earnings to
California tax. Accordingly, a "step-up" in basis should result.

Neverthel ess, California maintains that it never adopted the consolidated
return rules and therefore a gain or |oss nodification upon sale of a sub
wll result. VWhat is the Illinois rule with respect to this principle?
Must Tektronix report an Illinois gain or |loss nodification upon the sale
of one of its subsidiaries?



Ruling

Under Section 203(b) of the Illinois Incone Tax Act (the "IITA"; 35 ILCS 5/101
et seq.), the conputation of the "net income" of a corporation begins wth
"taxable inconme," to which various addition and subtraction nodifications are
made. Section 203(e)(2)(E) of the IITA defines "taxable incone" to nmean:

In the case of a corporation which is a menber of an affiliated group of
corporations filing a consolidated inconme tax return for the taxable year
for federal incone tax purposes, taxable incone determned as if such
corporation had filed a separate return for federal income tax purposes for
the taxable year and each preceding taxable year for which it was a nenber
of an affiliated group.

Pursuant to this provision, a corporation which sells its stock in a subsidiary
with which it files federal consolidated income tax returns would conpute its
gain or loss on the sale without taking into account the adjustnents to its
basis in that stock required by the federal consolidated return regul ations.

There is a significant exception to this rule if the corporation and its
subsidiary are menmbers of a unitary business group and file a single conbined
return. Beginning in 1985, corporate menbers of a unitary business group were
allowed to elect to file conbined returns. Starting in 1993, corporate nenbers
of a unitary business group are required to file conbined returns. Section
502(e) of the IITA provides:

For taxable years ending on or after Decenmber 31, 1985, and before
Decenber 31, 1993, taxpayers that are corporations (other than Subchapter S
corporations) having the same taxable year and that are nmenbers of the sane
unitary business group may elect to be treated as one taxpayer for purposes
of any original return, anmended return which includes the sane taxpayers of
the unitary group which joined in the election to file the original return,
extension, claim for refund, assessnment, collection and paynent and
determ nation of the group's tax liability under this Act. This subsection
(e) does not permt the election to be made for some, but not all, of the
pur poses enunerated above. For taxable years ending on or after Decemnber
31, 1987, corporate nmenbers (other than Subchapter S corporations) of the
sanme unitary business group making this subsection (e) election are not
required to have the sane taxable year

For taxable years ending on or after Decenmber 31, 1993, taxpayers
that are corporations (other than Subchapter S corporations) and that are
menbers of the same unitary business group shall be treated as one taxpayer
for purposes of any original return, anended return which includes the sane
taxpayers of the unitary group which joined in filing the original return
extension, claim for refund, assessnment, collection and paynent and
determ nation of the group's tax liability under this Act.

Section 1402(b) of the Il TA provides:

Group administration for taxpayers that are nenbers of a unitary
busi ness group.

(1) For taxable years ending before Decenber 31, 1993, the Departnent
shall make, promulgate and enforce such reasonable rules and regul ations,
and prescribe such fornms as it my deem appropriate, to permt all of the
taxpayers that are corporations (other than Subchapter S corporations)
having the same taxable year and that are nemnmbers of the sane unitary
busi ness group to elect to be treated as one taxpayer for purposes of any
original return, anended return which includes the sane taxpayers of the
unitary group which joined in the election to file the original return,
extension, claim for refund, assessnment, collection and paynent and
determ nation of the group's tax liability under this Act. For taxable
years ending on or after Decenber 31, 1987, corporate menbers (other than



Subchapter S corporations) of the sanme unitary business group meking an
election to be treated as one taxpayer are not required to have the sane
t axabl e year. The rules, regulations and fornms promulgated under this
subsection (b) shall not permt the election to be nmade for some, but not
all, of the purposes enunerated above.



(2) For taxable years ending on or after Decenber 31, 1993, the
Departnent shall nake, pronulgate and enforce such reasonable rules and
regul ati ons, and prescribe such fornms as it may deem appropriate, to
require all taxpayers that are corporations (other than Subchapter S
corporations) and that are nenbers of the sanme unitary business groups to
be treated as one taxpayer for purposes of any original return, anmended
return, which includes the same taxpayers of the unitary group which joined
in filing the original return, extension, claim for refund, assessnent,
coll ection and paynent and determ nation of the group's tax liability under
this Act.

Pursuant to this authority, the Department has pronulgated 86 IIll. Adm
Code Section 100.5270(a), which provides:

Determi nati on of base incone. The conbined base inconme shall be
determ ned by first computing the unitary busi ness group's combi ned taxable
income and then nodifying this anount by the wunitary business group's
combined Illinois addition and subtraction nodification anpunts.

1) Conmbi ned taxable incone. The designated agent wll determ ne
conmbi ned taxable incone by treating all nenbers of the unitary business
group (other than ineligible nmenbers) as if they constituted a federal
consol i dated group and by applying the federal regulations for determning
consol i dated taxable incone. (See IRS Reg. Section 1-1502-11, 26 CFR
1.1502-11.)

Under this regul ation, which adopts the federal consolidated return regul ations
by express reference, a corporate taxpayer which sells its stock in a subsidiary
must adjust its basis in that stock for each year for which the taxpayer and its
subsidiary joined in the filing of a conbined return according to the sane
principles applicable to a corporate taxpayer and a subsidiary which join in the
filing federal consolidated returns.

In conclusion, the parent conpany in your exanple, which files consolidated
federal inconme tax returns and conbined Illinois inconme tax returns with its
subsidiary, would adjust its basis in its stock in the subsidiary each year by
the same anount for Illinois incone tax purposes as it does for federal incone
tax purposes. If, on the other hand, the parent and subsidiary did not join in
a conmbined Illinois income tax return for a year (for exanple, if no election
were made for a year prior to 1993), no adjustment to the parent's basis in its
stock in the subsidiary would be nade for that year.

As stated above, this is a G L which does not constitute a statenent of policy
that applies, interprets or prescribes the tax laws, and it is not binding on

the Departnment. If you wish to obtain a PLR which will bind the Departnment with
respect to the application of the law to specific facts, please submt a request
conforming to the requirenments of 2 IlIl. Adm Code Part 1200. Pl ease note

however, that a PLR cannot apply the law to a hypothetical situation and a PLR
is not binding with respect to a statement of facts which is inconplete or

i ncorrect. Accordingly, the Departnment does not ordinarily issue PLRs in
response to requests based on unsupported conclusions of fact or which are, in
effect, requests for determ nations of fact. G ven the inherently factua
nature of the issues in your inquiry, we believe it is unlikely that we will be

able to issue a PLRin this instance.

Si ncerely,

Paul S. Casel ton
Associ ate Chi ef Counsel -- Incone Tax



